This paper provides a succinct overview of long-run developments regarding public finances in Portugal with an emphasis on the spending side. Issues addressed are the excessive deficit experiences of Portugal, the past experience with fiscal consolidations, and labour cost competitiveness. It is fair to stay that public spending control has been a problem in Portugal, and fiscal consolidations in the 1980s and 1990s have been shorttermed and mostly not successful. Additionally, the compensation of general government employees diverged vis-à-vis the EU15 after EU entry.
Introduction
This paper provides a succinct overview of long-run developments regarding public finances in Portugal, with a particular emphasis on the expenditure side. As regularly mentioned by international organisations, in the last twenty years or so public spending control has been a problem in Portugal, with significant increases in primary spending.
For instance, the gains obtained from the drop in interest rates and the reduction in the interest payments on the outstanding government debt were mostly used to increase public spending, and not seen as a window of opportunity to consolidate public finances.
Indeed, given past performance and outcomes, it seems fair to say that after entering the have given the benefit of the doubt to Portugal, allowing both for mostly stable sovereign debt ratings and for low long-term government bond interest rates, with limited spreads vis-à-vis the German benchmark. However, this may change in the future in the continued absence of good fiscal performance.
Additionally, the compensation of employees in the general government, a relevant spending item, notably in terms of demonstration effect for the private sector, diverged vis-à-vis the EU15 average after 1987-88, as a share of GDP. Moreover, unit labour costs also exhibited a higher growth than in the case of Portugal's main trading partners. These factors, coupled with high external imbalances in the last years, may have impinged negatively on Portugal's competitiveness. 4 The organisation on the remainder of the paper is as follows. Section two offers some considerations on the role of public finances in promoting growth. Section three reviews developments in public finances in Portugal such as past trends, excessive deficits, the capital markets assessment of fiscal outcomes, and episodes of fiscal consolidations.
Section four addresses developments of general government labour costs. Finally, section five presents some concluding remarks.
Public finances quality and growth
Public expenditure composition is increasingly the focus of policy debate in the EU while international institutions and governments realise that they need to assess expenditure performance and efficiency. At the EU level the Working Group for the Quality of Public Finances within the Economic Policy Committee carries out such related work and analysis. Moreover, the European Commission argues for assessing the fiscal policy stance in the Member States also taking into account the quality of spending and of fiscal adjustments. Such analysis may also be present when assessing the countries' Stability Programmes, notably in terms of public spending redirecting measures.
Expenditure policies support growth and sustainability if they provide a supportive environment for a functioning market economy; limit commitments to so-called core and/or productive spending and to basic safety nets; provide services in an efficient manner; and maintain sustainable deficits and debt, allowing automatic stabilisers to operate.
1 Figure 1 illustrates a possible set of linkages between public finances and growth, emphasising public spending composition and efficient outcomes as a relevant determinant of economic growth.
Naturally, several problems arise when trying to assess core spending and "high quality" of public finances. For instance, even if core spending is needed in such areas as education, health, redistribution and infrastructure, this is a hard concept to define. On the other hand, even if redistribution may reduce incentives to work, it may also promote 1 On the relevance of public expenditure reform see for instance, ECB (2006) . growth, by diminishing the need for high savings and fostering consumption.
Additionally, international comparability of results is scarce and a demanding exercise.
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Figure 1 -Public finances and economic growth Figure 2 shows the positioning of OECD countries in terms of the pair performance and efficiency of public sector outcomes. In this context, Portugal's situation clearly suggests that there is some room for improvement, both in terms of public spending performance and efficiency. Indeed, according to the reported results, Portugal is located in the diagram in the lower left-hand side quadrant (together with Italy, Greece, France and Spain), implying that other countries are both more effective in producing public sector outputs and that they are also more efficient in performing such tasks.
Interestingly, one can also observe the existence of good performing countries (in the two right-hand side quadrants) both with lower (Finland, Sweden, and Denmark) and higher (Austria, Japan, Ireland, US) efficiency levels. Overall, one can conclude that similar and above average public outcomes may be attained with different amounts of resources 2 Available evidence on public spending efficiency, provided by Afonso et al (2005) and Afonso and St. Aubyn (2006) , report that significant inefficiencies are present in several countries, Portugal included.
engaged in public spending activities, and this has to be seen as a country-specific policy decision. 
Developments in public finances

Past trends
Public expenditure in Portugal has been a challenge for fiscal control and overall competitiveness. Past expenditure trends have not been reassuring as can be seen from Another conclusion to be drawn from Figure 4 is that in the twenty-one years that passed after Portugal's adhesion to the EU in 1986, only in six years was the general government budget deficit below 3 per cent of GDP, averaging around 4 per cent in the entire period.
In other words, relevant fiscal imbalances were recorded in more than two thirds of the period of Portugal's EU membership. 
Excessive deficits
This subsection provides a brief factual stocktaking of the two EDP experiences faced by 
The capital markets view
After entering the EU in 1986 both inflation and interest rates in Portugal decreased steadily and converged towards the lower levels that were more common in other countries in Europe. This was an obvious benefit from entering the EU, with capital markets adjusting its expectations vis-à-vis Portugal, which also allowed for better and more stable sovereign debt ratings attributed to the country.
Undeniably, Portugal was one of the countries that most had to gain from the decrease in interest rates, given the quite high inflation and interest rate levels that it incurred in the past. Indeed, between 1985 and 1993, the long-term interest rate decreased around 1650 basis points (bp), opening an extremely important window of opportunity to engage in fiscal consolidations. It then further declined by some 700 bp from 1993 to 2003 (see Figure 7 ). 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 debt from the usually labelled "high quality" borrowing to the "strong payment capacity" category.
The sovereign credit ratings at the end of 2006 in the euro area are reported in Table 2 .
One can also notice that the minimum credit rating for collateral, accepted by the European Central Bank for its financial market activities, is a least A-from S&P or Fitch or at least A3 from Moody's.
Interestingly, the announcement of the rating downgrade for Italy in 2006 had a somewhat benign effect on its 10-year government bond yield. Moreover, the yields of the 10-year government bonds of Portugal have been steadily located, since the middle of 2005, inside a range between the yields of Greece and Italy in the upper bound, and the yields of Germany and France in the lower bound (see Figure 8) . Additionally, the spreads for Portugal vis-à-vis Germany have remained almost stable during the last two years. So far capital markets seem to have given the benefit of the doubt to Portugal in spite of less than reassuring past fiscal developments. Actually, empirical evidence suggests that the interest rate differentials do not react much to changes in the fundamentals, being the bond yields in the euro area bond market mostly driven by common factors. Naturally, this increases the relevance of sound fiscal policies in a monetary union in order to avoid negative spillover effects as pointed out, for instance, by Detken, Gaspar and Winkler (2004) .
On the other hand, and as mentioned by Afonso, Gomes and Rother (2007) Therefore, other EU countries with fiscal imbalances cannot really dismiss lightly this credit rating downgrade episode regarding Italy.
Stress test
In order to simulate and assess in a straightforward way possible future paths for public finances in Portugal, one can use the arithmetic of the government budget constraint, 
where b is the debt-to-GDP ratio, g is the primary spending-to-GDP ratio, ρ is the revenue-to-GDP ratio, and i and n are respectively the nominal long-term interest rate and the nominal GDP growth rate. 13 The simulation for the debt ratio at time t may then be computed from 1 1 ( )
while the budget balance, d, can be calculated from
The main assumptions used in the calculations, throughout a period of four years ahead are as follows: nominal GDP growth rate, 3.5 per cent; nominal long-term interest rate, 4.5 per cent; expenditure ratio development, -0.5 pp of GDP annually; revenue ratio development, 0.0 pp annually.
14 Making a simple stress test using (2) and (3), for the period 2007-2010, shows the difficulties underlining the development in Portuguese public finances, and Figure 9 presents the results of such exercise. The main conclusion is that given past spending and revenue dynamics, and sensible and cautious assumptions for future spending and revenues, it may take four to five years for Portugal to overcome a situation of excessive deficit, once the budget deficit is as high as twice the three per cent threshold, and government debt is approximately 67 per cent of GDP. Portugal's difficulties are compounded by the lack of a convincing cyclical recovery.
According to the European Commission, the output gap in Portugal has been negative, averaging -1.0 per cent in the 2002-2006 period, which is twice as much as the one observed in the euro area. Finally, the rate of capacity utilization has also been historically low in recent years.
Fiscal consolidations
Regarding the past experiences in terms of fiscal consolidations, Table 3 identifies the fiscal episodes in the EU15 countries, based on the change in the cyclically adjusted primary budget balance. For this purpose, Afonso (2006) determined the periods when the change in the primary cyclically adjusted budget balance is at least 2 pp of GDP in one year or at least 1.5 pp points on average in the last two years. For the case of Portugal, Table 3 reports two episodes of fiscal contraction and three episodes of fiscal expansion between 1970 and 2005: 1982-83, 1986, and 1992 . Source: adapted from Afonso (2006) , following the measure used by Alesina and Ardagna (1998) .
Recalling Figure 4 , it is possible to see that the abovementioned fiscal consolidation episodes were, on the one hand short-termed, and on the other hand mostly unsuccessful. GDP, while the debt-to-GDP ratio kept on increasing at the same time.
15
Regarding the 1986 consolidation (the year of Portugal's entry in the EU), one observes in that period a certain stabilization of revenues as a share of GDP, a decrease in the expenditure-to-GDP ratio, and also a decrease in the debt ratio in the following three years. Additionally, the primary balance was also in surplus for the first time in thirteen years.
16
Finally, the 1992 episode was very short-termed, taking place in a difficult environment, following revenue and expenditure increases with the debt ratio rising immediately afterwards. 17 Moreover, the 1993 economic downturn in Europe did not play in favour of prolonging the consolidation, with the primary spending-to-GDP ratio increasing more significantly in that year. Indeed, a known feature of fiscal policies in Portugal in the past has been the pro-cyclical behaviour of primary spending, which contributed to prevent the implementation of successful fiscal consolidations (see, for instance, Pina, 2004) .
Such pro-cyclical behaviour would again be present in 2001, with the budget deficit going once more above the 3 per cent limit.
According to the existent literature, one would be more inclined to attribute a higher degree of success to a fiscal consolidation if it is more based on the reduction of primary current expenditure than on the increase on revenues or on the reduction of capital spending. For instance, Alesina and Perotti (1997) In this context, it is worthwhile mentioning the recent reform of the public sector employees' pension system, which apart from being intended to contribute to curb primary spending in the general government, may constitute in the medium-term an additional incentive for civil servants to move from the public to the private sector.
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Another relevant dimension, related to Portugal's external competitiveness, can be assessed by comparing both the compensation of general government employees and labour costs with the realities' of Portugal's traditionally main trading partners. This comparison is done in Figures 13a-c for Spain, France, Germany and the UK.
In terms of the share in GDP of the compensation of general government employees, such ratio has been in Portugal above the observed in Germany, Spain, France, and the UK for most of the last ten years (see Figure 13a ). Regarding the compensation of employees for the total economy, the picture is opposite, with the respective ratio to GDP being lower in Portugal. Nevertheless, such ratio also increased after 1998, and actually surpassed the corresponding ratio for Spain in 2005 (see Figure 13b) . Finally, Figure 13c 
Conclusion
In the past, public spending control has been a problem in Portugal, with significant increases in primary spending. In the period of twenty-one years after Portugal's adhesion to the EU in 1986, only in six years was the budget deficit below the 3 per cent of GDP, averaging around 4 per cent in the entire period. Certainly, the fiscal consolidations that occurred in the 1980s and 1990s have been short-termed and mostly not successful.
Quite telling of a lack of a strong commitment to sustainable fiscal consolidation efforts in Portugal is the fact that even though the debt ratio declined during some periods, notably due to strong growth, and dropping interest rates, the total expenditure ratio did not decline simultaneously. Indeed, between 1985 and 1993, the long-term interest rate Some of the experiences of Portugal, both the preparation to the euro and the euro experience itself, may provide useful insights to the EU new Member States that will adopt the single currency in the future. Indeed, one must be aware of the implications and requisites of the need of sound fiscal policies coupled with a single monetary policy, in order to adjust procedures and take full advantage of such policy environment.
Finally, one can briefly sketch some desirable features that should surround the implementation of fiscal policy in Portugal: fiscal policy should not be pro-cyclical; consolidations need to be pursued in order to attain a sound fiscal position that can deal with unforeseen shocks and prepare for the future fiscal costs of ageing populations; structural measures rather than temporary ones should be favoured; the fiscal authorities should monitor, collect, and provide comprehensive fiscal data in a timely fashion for all sub-sectors of the general government; a periodical assessment of public finances objectives and implementation, from an autonomous perspective, would also be welcomed to help steer fiscal policy decisions towards a sustainable path. 
